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Fed slows to 25bp hike and recognizes that “the
disinflationary process has started”
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Non-housing core services inflation and the labor market hold the
key for a pause

As expected, the Fed kicked off the year by downshifting again its tightening pace with a 25bp hike,
pushing the fed funds rate into a 4.50-4.75% target range, its highest level since late 2007 when the Fed
made the first rate cut amid the outbreak of the global financial crisis. The decision was unanimous, with
the approval of this year’s voting regional Fed Presidents Austan Golsbee, Patrick Harker, Neel Kashkari, and
Lorie Logan, who replaced James Bullard, Susan Collins, Esther George, and Loretta Mester. Today's hike is
set to be one of the last before the Fed opts for a relatively long pause.

Tweaks to the wording signal that things are going better on the inflation front, but the Fed was careful
not to hint that there may be only one more hike in the pipeline. As we argued yesterday (see), the Fed
retained the “ongoing increases” (more than one) reference while Powell was clear that at this moment a pause
was not discussed as “there is work left to do.” In fact, changes to the policy statement only formalized the
already-conveyed acknowledgment by several FOMC officials that “inflation has eased somewhat but remains
elevated”, something that could be interpreted as a nascent formal dovish signal, though offset by the fact that
the Committee continues to see an economy with "modest growth in spending and production" in which the "job
gains have been robust in recent months, and the unemployment rate has remained low." For the first time
since the onset of the COVID-19 emergency, the word “pandemic” was removed from the statement, together
with some of the factors related to it and to the outbreak of Russia’s war against Ukraine that initially drove and
later intensified the current inflationary cycle, i.e., supply and demand imbalances, high food and energy prices,
and broad price pressures.

Recent mounting evidence that the economy appears to be already on a disinflationary process gave
Powell less leeway to reinforce the required hawkishness to reverse the probably overoptimistic
market’s expectation that inflation will come down faster than projected by the Fed. During the press
conference, Powell acknowledged that it is “gratifying” to see inflation down, and explained that the Fed is
aware of the evidence that supports it. He elaborated that the Fed is confident that two of the three main
components of core inflation are easing but warned that the most important, and more sensitive to the slack of
the economy and the labor market (core services ex-housing), has not shown yet a disinflation trend. Core
goods inflation is clearly on a descending trend while housing services inflation will come down assuming new
leases continue to be soft (i.e., disinflation is in the pipeline). Yet, these two components represent less than
half of inflation and thus, Fed’s eyes will remain on non-housing core services inflation. Powell said the Fed is
not seeing “disinflation there yet, and until [they] do, [they] have to complete the job.” The Fed is uncertain
about the timing and level of tightening needed for this component to ease, arguing that 55% of this component
is closely related to the dynamics of the labor market, which continues to be “extremely tight.”
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Bottom-line: the Fed stuck to its policy outlook stating that there is more to come -ongoing increases
in plural signals two more 25bp hikes- as it is “strongly resolved” to complete the task of bringing
down inflation to 2%, but also hinted that we are not very far from peak rates. The Fed is slowing down to
see the progress of the disinflationary process. Up until now, inflation is moving down steadily but not fast. The
softening of the labor market is key. The Fed will have two more CPI inflation and job reports before the next
meeting. With the Fed clearly signaling that it is getting to a point where it will be more data-dependent, signs
of softening labor demand and easing core services inflation ex-housing will hold the key for the Fed to pause.
The FOMC continues to think that it’s still very difficult to manage the risk of doing too little. But the message is
clear: following 450bp worth of hikes, the Fed is starting to feel more comfortable with where rates are at, and
thus, data will play into their policy. We continue to think that incoming data will convince the Fed to
pause at its May meeting after the fed funds rate peaks at the 4.75-5.00% target range following a last
25bp hike in March.
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DISCLAIMER

The present document does not constitute an “Investment Recommendation”, as defined in Regulation (EU) No 596/2014 of the
European Parliament and of the Council of 16 April 2014 on market abuse (“MAR?”). In particular, this document does not
constitute “Investment Research” nor “Marketing Material”, for the purposes of article 36 of the Regulation (EU) 2017/565 of 25
April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council as regards organisational
requirements and operating conditions for investment firms and defined terms for the purposes of that Directive (MIFID II).

Readers should be aware that under no circumstances should they base their investment decisions on the information
contained in this document. Those persons or entities offering investment products to these potential investors are legally
required to provide the information needed for them to take an appropriate investment decision.

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses
data or opinions regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public

communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA on its website www.bbvaresearch.com.
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